TBS QEOICS WASBIH3TON UHIVEBSITY 
SCHOOL OF QOVEKnfiEarr 

U. S. KAVY GRADUATE (XMTJEOILEESIIP PROGRAM 



A REVOLUnOHART EXPERU-OT 

A Critlcftl Apprftlsal of the 
Ilstvy loduBtriel FUM 
In Operation 



Prepared for 

Dr. A. Johnson 
Senlnar In Occgatrollership 

Prepared 

Eency 

Lieutenant COaaander 
Supply Cosps, United States Havy 



Mey 1939 






I 

■'i 

I 



I 

I 



I 



I 

I 








I 






Hie Navy Industrial Fund Program, 
nurtured ly the enthusiastic acceptance 
accorded it hy management, has grown from 
a revolutionary experiment in government 
fiscal operations to a stature of prominence 
within the fiscal structure of the Navy. 

— Hie Navy Industrial Fund Program 



PREFACE 



After ten yesurs of experience vlth industrial fund financing^ at 
least one of the augured triumvirate — economy, efficiency, and effectiveness — 
has failed to materialize. Efficiency and effectiveness are difficult to 
detect and measure. It covild be that they too have failed to develop to -tiie 
degree that vas expected. Ihis state of affairs has caused the navy no 
little concern. 

Businessmen, engineers, accountants, management consultants, and naval 
offlceirs have Investigated naval activities financed by the Ravy Industrial 
Fund. These activities are, after all, big business. Why is it that they 
cannot be opei:*ated like big business? fb^lanations have ranged from general- 
izations about the profit laotive to conjecture about reimbursement for ship- 
based sailors vho use shipyard sidewalks. It may be that the experts have 
been unable to see the forest for the trees. The purpose of this paper is to 
examine a few leaves, some branches, and a tree or so. But, above all, the 
purpose is to take an over-all look at the forest. 

I believe — and hope — that the paper contains nothing except conmon 
sense* Perhaps the content is not only common sense but also commonplace. 

So much the better. I have attended lengthy conferences at which it has been 
argued that an overtii!» hour at a naval shipyard actually costs less than a 
straight-time hour because overhead workers are not present to support the 
overtime hour. On such occasions, a touch of commonplace common sense would 
not have been unwelcome. 
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!Qie basic problems are of considerable significance. If there are 
reasons vhy a governmental agency in a democracy camiot run an industrial 
activity in a businesslike manner, the reasons should be discovered and ex- 
amined. More specifically, if tliere are factors inherent in the military 
operation of an Industry which preclude economy, efficiency, and effective- 
ness, they should be made known. Do these factors present Insunoountable 
difficulties? Ihe most conservative economist cannot but concede that the 
years ahead are likely to see the government entering more activities. Some 
of these activities will inevitably be of the industrial- commercial type. 

Closely associated, but even broader, problems have important impli- 
cations. How can the cost of essential defense be held down? Bie President 
has alerted the Nation to the problem if, in fact, there was anyone who was 
not aware of it. Years ago Thorstein Veblen wrote, "Ihere is nothing in the 
logic of the modem situation that should stop the cumulative war expendi- 
tures short of industrial collapse and consequent national bankruptcy, such 
as terminated the carnival of war and politics that ran its coume on the 
Continent in the sixteenth and seventeenth centuries."^ His error in this 
respect may have been exclusively one of timing. Bertrand Russell, who. 
Judged on his record, deserves great respect as a prognosticator, made laich 
the same observation during a televised seminar in the fall of 1958* Increas- 
ingly heavy defense expenditures are likely to force each of the democracies 
to some sort of a controlled economy and to an \indesirably different politi- 
cal philosophy. Comments on these problems would be much beyond the scope 
of this paper and this writer. But there is no harm in recognizing their ex- 
istence, BiBgnitude, and implications. And on examination of naval indus- 
trial activities should show some of the problems — and some of the purported 
solutions — in microcosm. 

^Ihorstein Veblen, ^e Iheo^ of Business Enterprise (ifew York; 

Charles Scribner's Sons, 1964), p. Im-3. 
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Blis paper deals exclusively vith the Bavy Industrial Fund and pri- 
marily with Mavy Industrial Fund operations at naval shipyards. For three 
years before coming to The George Washington University I was on duty at a 
naval shipyard. Industrial fund financing was Just beginning when I arrived. 
Biere were many old hands about who regretted the passage of appropriation, 
allotment, and project order financing. Kavy Industrial Fund financing was 
costly, complicated, unnecessaiy, and unfamiliar. I was assigned to the 
C5on?ptroller Department and later to the Supply Department. At one time lay 
duties involved briefing new officers on industrial fUnd operations; I 
learned some of the objections that are difficult to answer. I partlcii)ated 
in the development of a two- card timekeeping system that was later abandoned. 
I Joined in opposition to a system of average costing labor which was ulti- 
mately accepted for general use. I was present when a full-scale electronic 
data processing installation was put in. In the supply billet, I attended 
two or three conferences eeich week bearing on production problems in connec- 
tion with material procurement and receipt. I had the opportunity to observe 
at close range the reactions of certain members of top management to indus- 
trial fund financing and to the financial reports which it permitted. Ikir- 
ing these years, I formed opinions about the economy, efficiency, and effec- 
tiveness arising from financing a shlpyaird with an industrial fund. 

With this backgrovind, I came to the Bavy Graduate Ooaiptrollership 
Program. Hy year of association with the professors and with the guest 
lecturers who spoke to the ConptroUership Program confirmed some of my 
opinions, but led me to modify or abandon others. Bxe guest lecturers were 
often controller of the Bation's largest corporations or men from the top 
levels of governmental finance. Bheir opinions merited careful considera- 
tion. 
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!Qie opinions I have retained are detailed In this paper. I prefer 
to regard them as realistic rather than derogatory. Were it not for liter- 
ary considerations, I would like to prefix every statement with "I helleve" 
or "I think." I am not certain. At best the opinions are only guides as to 
where the truth may he; the conclusions are only clues as to >diere solutions 
may be found. But the reader should have little difficulty in distinguish- 
ing fancy from fact, sentiment from scholarship, Ihe more controversial 
opinions have been checked with officers and civilians who now work at naval 
activities financed by the Kavy Industrial Fund. In all cases there is at 
least one other person who agrees, but two do not make a majority. Ihe 
anecdotes are factual. 

I-!y infonnation on IJavy Industrial FUM operations at commercial- 
industrial activities other than shipyards— activities such as the Haval Gun 
Factory, the IJaval Clothing Factory, naval printing plants, and the Military 
Sea Transportation Service — comes from secondary sources. But nothing has 
been said about industrial fund operations that should not apply to some 
extent to all activities current]^ financed by the Kavy Industrial Fund. 

Ihe references indicate that their problems are different in detail but 
similar in origin. 

I am indebted to the previous students in the Efavy Graduate Oomp- 
troUership Program who have written on various facets of the Navy Indus- 
trial Fund. I believe that I have read all of these papers; I have agreed 
with some and disagreed with others. But no doubt all of them have supplied 
material which I have used either directly or indirectly. 

I am also indebted to 3aany people who are working with some aspect 
of the Kavy Industrial Ruod in the Washington area. Without exception they 
were cooperative in supplying ini’ormatlon which I requested. And I want 
particularly to e3q>ress appreciation to Miss EHzabe'tii Haggart, the 



Vi 



librarian at the Bureau of Supplies and Accounts libreuy. A good librarian 
is alvays a Joy to do business vlth. In doing research for this paper, it 
vas only necessary to suggest to Miss Haggart vhat I would like to find, at>d 
she would find it. Her supererogatory service was a great help. 

M.H. 
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CHAPTER I 



IHTROmCTIOK 



To assure continued operation of these [ Industrial- coranercial] 
activities at Tnaxlmim effectiveness, efficienQr, and economy, to 
the satisfaction of itself and Congress, it has hecome expedient 
for the Kavy to adopt business methods.^ 



Background » - -Working capital funds for the financing of military in- 
dustrial activities vere authorized hy the Itetional Security Act Ameixdinents 
of 19^9* "Workiiag capital funds, sometimes called ’revolving* funds are 

those funds established ■'.fith a fixed amount of capital to take care of a 

2 

manufacturing or service operation whida is self-sustaining in nature.” 

The authorization for the use by the military of such funds vas an 
outgrowth of the first Hoover Commlssiou report, ffiie Comission on Organi- 
zation of the Executive Brandx of the Government was popularly known by the 
name of a businessman who had managed "to accumulate a ccmipetence" operating 
within the framework of the free enterprise system. And the task forces were 
composed for the most part of prominent businessmen. 



The Corotlsslon's work was "based on the belief that there 
exists in the United States the kind of government and an ec- 
onomic system which will assure the continuation of political 
freedom and economic progi-ess. This economic system is based 
on the fundamental concept of private enterprise— not state- 
owned and operated industry. The Department of Defense is 



^The Havy Industrial Fund Program (Washington: Department of the 

Navy, Office of the Comptroller, 20 June 1956), Part I, unnumbered. 

2 

Lloyd Ltorey and Robert P. Hackett, Fundamentels of ^vemmntal 
Accounting (Hew York; John Wiley 8s Sons, Inc., 1952), p. l6^. 
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engaged in many Inisiness enterprises. It is our 'belief that all 
such coBioerclal and industrial activities that can be effectively 
performed by private industry should be turned over to private 
industry .... Private industry shovild be able to meet effec- 
tively the diverse and fluctuating needs of the Government. Ac- 
cordingly, Government operation of 'business-type activities to 
meet these needs is, in most cases, unnecessary. "3 



Holders of this philosophy in pursuit of their logic could not but 
conclude that, in those r&re insteuaces when jDepartment of Defense operation 
of a business- type activity was necessary, the operation should "be as business' 
like as possible. Ihe activity should 'be as much like private enterprise as 
human Ingenuity could make it. 

She Commission's report was presented to Congress in January 19^9 and 
contained recommendations for promoting economy and efficiency in the Khtional 
Military Establishment. On August 10, 19^9 Congress passed Public Law 216. 
Working capital funds were authorized by sections 405(a) and 405(b) of this 
law. 



(a) In order to mre effectively control and account for the cost 
of progi'ams and work performed in the Department of Defense, 
the Secretary of Defense is authorized to require the estab- 
lishrtent of working capital funds in the Department of Defense 
fox' the purpose of— 

(1) financing Inventories of such stores, supplies, materials, 
and equipment as he may designate; and 

(2) providing working capital for such industrial type acti- 
vities as provide common services within or among the de- 
partments and agencies of the Department of Defense, as 
he may designate. 

(b) Bie Secretary of the Treasury is authorized and directed to 
establish on the 'books of the Treasxiry Department at the re- 
quest of the Secretary of Defense the working capital funds 
established pursuant to the authority of this section.^ 



3 

Commission on Organization of the Executive Branch of the Government, 
Sub- committee Report on Business Enterprises of the Department of Defense 
(Washington; U. S. Government Jointing Office, June, 1955), i-3* 

^U. S. 3lst Congress, The National Securily Act Amendment of 1949 * 

P.L. 216, Aug. 10, 1949, secs. 405(a) and 465(b). 
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Since 19 ^ 9 ^ therefor*^ "Inherent in the Financial Mana^esient Plan of 

the Havy is the concept of an increasing utilization of the working capital 

I 

revolving fund for the purpose of financing the Ilavy*s industrial- coBJoerclal 
5 

type activities." 

1 Implementation. —Ihe Defense Printing Service was converted to Indus- 

I 

I trial funding in 19^9* Other Industrial- commercial activities were converted 

I 

on staggered schedules. Py 1956 there were forty-six naval activities fin- 
I anced hy the Havy Industrial Fund.^ Ihe annual volume of huslness of acti- 
vities chartered under the Fund has grown from approximately 5 million 

7 

I dollars to nearly I .5 billion dollars. * 

I 

I 

Bxe Ravy handled the transition from appropriation-allolaBent-project 
I order accounting to industrial fund financing for the susceptible activities 
with admirable smoothness. Torpedoes were about and no one damned them. In 
most cases before granting an industrial fund charter to an activity, the 
situation was fUlly investigated by representatives from the Office of the 
CoB^Jtroller of the Havy, the Bxreau concerned, and the staff of the activity. 
These men formed a working group which studied the organization, analyzed its 
problems, and drafted an industrial fund handbook tailored to the activity's 

j requireE»nts . Difficult problems were encountered. Some of them were 

I 8 

solved and others remain troublesome to this de^y. 

I ______________ 

5 

•’ ^The Havy Industrial Fund Program , Part I. 

! ^Ibid . 

*^L. \J. Haddock, "Proposed Improvements in the Navy's Industrial 
! Fund." Unpublished Professional Paper for Promotion to OoBmaiider, Havy 
i Department, Bureau of Supplies and Accounts, Oct. 20, 19^Q, p. 1. 

I Q 

Cdr. L. W. Haddock's promotion thesis, "Proposed Ihqorovements in the 
! Navy's Industrial Fund," is an astute discussion of technical problems still 
hampering attainment of semse benefits made possible by HIF financing. !Ihe 
I discussion is based on the author's experience as Comptroller at the U. S. 

Naval Ordnance Plant, Louisville, Kentucky. In brief, a variable cost budget 
I should be adopted. [The Bureau of Ships now has the variable cost budget 
under active consideration]. Such appropriation accounting as remains at 
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PerBonnel, ‘both civilian and Eiilitary, gpialified to handle the 
technicalities of industrial fund financing were in short supply. In cer- 
tain areas ^ appropriation accounting then had and now has to he reconciled 
with industrial fund accounting; an industrial fund activity's customers 
receive their funds from appropriations and a certain amovmt of appropria- 
tion, project order, and allotment accounting is still required. Ihere were 



ITIF activities should he reduced or, if possible, eliminated. Inventories 
should he combined to simplify inventory management. Ihe accuracy of cost 
accumulation should he increased by charging sick and annual leave charges 
as overhead; at the present time these costs are covered ty accelerating 
labor a predetemined fixed percentage. Accruals should he made for the In- 
come to he realized from tlie sale of excess material. Proceeds of scrap 
sales should he credited to the cost center generating the scrap; no eff03rt 
is currently made to allocate this income. 

Even this lengthy and perceptive dissertation, however, omits many 
of the technical problems which exist. Since the accounting systems were 
tailored to each activity, the accounting systems are not in some respects 
coniparahle; for this reason, financial reports from similar activities are 
not in all respects ccmiparahle. Free issue materials [materials charged 
to an end-use appropriation at the time of their procurement], military 
pay, en^)loyee fringe benefits, and depreciation on plant and equipnent 
are not charged to product costs. Thus, a very significant eleneut in 
total costs is excluded when product costs are coxoputed. £Iaval Industrial 
activities have capacities "tesed on emergency conditions; what adjustment 
can he made for the cost of standby capacity? Standard cost accoimtlaag 
systems and engineered work H!eas;irement programs would he desirable for 
naval industrial, activities. E^eriments with standard costing have 
been made at the Charleston Baval Shipyard. But valid engineered stand- 
ards are exceptionally hard to come by in shipbuilding which is one of 
the most complex of all manufacturing processes. Procedures change with 
changes in design. Ihose naval activities manufacturing and testing 
prototypes obviously present even greater obstacles to the establishment 
of standards. Standards tend to be historic and none- too- valid or use- 
ful. What can be done to separate accurately and uniformly the purely 
military portion of a saaval activity's effozrt from the industrial portion? 
What part in dollars and cents of the inventory of an MF activity is 
financed by the Kavy Supply System. Is adjustment necessary in the 
Interest of accurate costs? Is duplication of effort ever Justified in 
the interest of accurate costs? For example, shoxild a separate supply 
department financed by HIF be set up at naval shipyards? Any one of 
these problems coxild be discussed at length, pro and con. 
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moy other technical problems but they vere either solved or circumvented, 

o 

although not always in an entirely satisfactory manner. 

Ihe Mavy Industrial Fund Concept .— Conversion to industrial fund 
financing was authorized by an approved charter for each individual activity. 
Individual cash allocations to the various activities were made from the 
corpus of the fund. Bxe Initial working capital of an activity was composed 
of this allocation plus the inventories of materials and supplies which were 
on hand. After cut-over, this working capital is used to finance the costs 
of production. Biese costs are recovered by billing the customers. Collec- 
tions are made and credited to the cash account of the fund. Billings are 
made at cost, and ideally no pi'Ofit or loss would arise from operations. In 
practice, the overhead required to recover costs can raz'ely be estimated 
that precisely. Profit or loss — called over- absorption or ^Inder-abso^ption — 
is carried forward and burdens or benefits future customers. 

The industrial fund is not subject to quarterly or annual limita- 
tions. ^^aterials and supplies cau be procured to meet the requirements of 
orders on hand. There are no coa^lling financial reasons for stock-piling 
inventories or for expeisiing funds about to expire on 30 June. The capitali- 
zation Is adequate to finance increases in worlcload on an interim basis, and 



9 

Mich more complete discussions of the problems attending transition 
to Havy Industrial Fund financing are contained in; Bcbert J. Duryea, ’’The 
Navy Industrial Fund at the U. S. Naval Gun Factory." Ui^published laper 
prepared for the Navy Graduate ConjptroUership Program, !Ihe George Washington 
University, 195^, pp. 7 - 19^ G. L. Countryman, "Ifew Comptroller System 
Introduced in Shipyards," The Bureau of Ships Journal, August, 1953 > P* 23; 
and E. Scott Tilley, "Use of Working Capital Funding by the levy’s Bureau of 
Ordnance," gie Controller, August, 1953^ P* 37^* 
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provision has heen made to modify capitalization in accordance with requlre- 

II 

I 

: ments. 



Bach of industrial fund activity shall have cost esti- 
mating and cost accotinting systems specifically designed for 
its operations. Wherever appropriate, the cost accounting system 
shall eiiiploy standard- cost methods rather than methods which are 
designed solely in terms of historical costs. In appropriate 
cases, the cost accounting system nny he a Joh order cost system, 
a process cost system, or a suitable combination. lii any case, 
the cost accounting system shall he integi-ated with the general 
accounting system, which shall observe the accrual basis of ac- 
counting and employ the double-entry method of bookkeeping.^® 



Qhe cost of pi-oducts and services includes direct material, direct 
labor, other direct costs, and operating and administrative overhead. Gdie 



costs of military pay and depreciation are excluded; a statistical estimate 
of these costs is sometimes Diade for information purposes. 

iSie Na’/y Industrial Fund concept involves financing industrial- com- 
mercial naval activities in a manner similar to that xised by private indus- 
tr’ieo of cocparable size. Bre gejaeral accounting system is the double entry, 
accrual type. An appropriate cost accounting systoa is superimposed on the 
„ aoco^tl^ .or ali pracUoal purposes, a rree 

enterprise business has been set up. Circumstance unfortunately dictates 
that it be goverment-ewned. But in theory there are no reasons why the 
econony, efficiency, and effectiveness of which American business is justly 
proud cannot be achieved; in fact, no reasons why ecjonoay, efficiency, and 
effectiveness will not inevitably resvilt. 

Ihls is rather like saying that two men sitting in identical chali'S 
are identical men. After son» effort, perhaps inconclusive, to establish 



Begulatlons Govemj.ng Industrial Fund Operations, KavCoii3>t Instruc- 
tion 7630. lA (Washington; Department of the Havy, Office of the Coa^>troller, 
29 Au^st 1958), P« 1 ^* 

^cf. The Wavy Industrial Fund Program, Part I, Sec. III. 
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remsoas vhy they are 



CHAPTER II 



CLAIMS AHD REALITIES 



It mat be kept cozistantly in mind that the installation 
of Industrial and comsisrclal activities is no £2;uarantee 
of their successful operation.*^ 



dalBS »~-The claims that were made for industrial fund financing 
after its inception vere at least equal to the beautiful dreams that attended 
its conception ani the gloving predictions that accoopanied its isplamenta- 
tion. ^ere vere detractors about, but they vero seldom heard. On the other 
hand, the Fund's proponents had little difficulty finding a medium for the 
prosBilgation of their approval. I4aoy songs vere sung in praise of the H&yy 
Industrial lUnd 'Umt could Just as reasonably have been suzig in praise of 
Motheihood, brotherhood, unity, or cooperation. 



Probably the highest single factor vhero savings will be 
realized for sometime under tllF vtll be in the material field 
. . . off-yard procurcaaents are given more consideration in 
terns of definite requirKiients . . . the possibility of substi- 
tutions of one item for amther to effect cost savings is being 
considered more favorably by stub originators resulting in 
nmterlal economies. 

The vehicle provided hy NIF for accuzoulating material in 
EMI has permitted stocking of materials which heretofore created 
production bottlenecks . . . "kitty” material has been substan- 
tially eliminated bj'" inclusion In the shop store inventory. 

Acid pickling of S!IB steel plate*, in lieu of sandblasting 
Is expected to save the Shipyard $119, OCX) .... Bie Shipyard 
saved approximately $17,500. throu^ the elimination of \inneces- 
sary foitns and reports. 

Qie Bavy Industrial Fund ludget by directly relating costs 
to cost classes under the ijaaediate cognizance of the Cost 



12 

Assistant Secretary of Defense (Cksa^tioller) as qjtoted in Bie Bavy 
Industrial FUad Program, Pai*t H, Chairt 8. 



a 
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Oonter supervisor, cakes it possible for that individual to smin- 
tain control over practically all costs in bis cost center, a con- 
trol vbich is a necesaaxy collateral to the concept of cost con- 
sciousmss .... Since the inception of the Navy Industrial Fund, 
oaterials on hand in the various shops in the azoount of $59^,392,000. 
. . . have been recorded as an asset of the Navy mdustrial Rind. 

Ihis development has intensified the <x>ntrol of material end shc»ild 
greatly reduce the mterial losses that invariably result frc»a pil- 
ferage, dacage, zsisplaccment, and obsolescence. 

Qxe use of an accounting system siallar to that used in private 
industry is laoking our financial systeos laore dynaiaic in that they 
can now be patterned after systems and procedures being continuously 
developed in this professional field. 

Not only can timely retrenchment be effected but the application 
of NIF cost accounting principles makes possible the reco^:iition of 
the areas of possible retrenchment more clearly and the Judging of 
aaTd.muin possible reductions more precisely and safely, thus stimu- 
lating a consciousness of costs on -the part of management, with a 
corresponding motivation to cut costs. 

^Sonagement has been encouraged to evaluate progress tuoder the 
Industrial Fund system of accounting in such areas os doUar-saving, 
Improved efficiency of operations, cost control, and flexibility of 
operations. 13 



Even during tihis early period of high hopes, however, some discord- 
ant notes of caution crept in: 



It b^ooves us to move among a lover echelon, the esployees 
who are the middle management gremp of activities vhsre N.I.F. 
has been Introduced and observe their reactions .... Some of 
their comments are para;shrasod thus: .... Bssxilts of today's 

operation \diich management re<»ives a week later are about as In- 
fonaatlve as a week-old xwnrspaper .... }4ony reports have to be 
submitted to management bureaus, but do the bureaus know what to 
do with them? 'Shey have no control over the funds except to -the 
degree of their participation as customers, yet they insist on 
lengthy and esspensive reports .... Scaaetimes the workload 
fluctuates excessively. If the reduced demand is announced by 
the customer well in advance, management esm plan ahead. But if 
it is on short noti(», layoffs take time .... !2Ms system will 
never be less expensive aM reqjiire fewer personnel if two systems 
(appropriations and N.I.F. ) are superlaposed. !Ihey are not c(xa- 
patible .... If a quantity item becomes a specialty item, be- 
cause of very reduced uses as a res:zlt of new techniques and 
adv'ances, the contlimed use of facilities and personnel becomes 
an expediency rather than a dollar-wise progrtEa .... If you 



13 

"Selected Excerpts I4anagement Cooenent Concerning Operations 
under HIF," as quoted in gie Navy Iiadustrial Fund Program, Part IV. 
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can @0 out aikl se«lc goverooent 1 x 1810688 (as sosne activities 
can) you fare sudi *better than if you mat valt and have the huai- 
neas sent to you.^^ 



As xnanagcnent hecasie loore fastlliar vlth financial and cost 
Inforaation developed throu^ the system, it vas realized that 
a vealth of infoxiaation van available that vas xiot used to the 
fullest extent during the first y^nrs* operation. 

'Jhe first year of experience did not result in masurable 
industrial dollar savings in the cost of production. Under the 
Industrial managanent concept the foundation has been laid _ 
vhereby definitive mnagenssnt control programs can be installed. ^ 



1Sa» plain truth seess to be that more vas expected fxx>m and clatmd 
for industrial fund financing than could be achieved by any change in budg- 
etary and accounting procedures. 



An issue has several tisMis been loade of the fact that mny 
of the things accc^iplished under the Industrial fund could have 
been done vlthout it. In some cases, full accruals for instance, 
this is true in the sense that other enabling legislation voxild 
have been possible. In other cases, the double entry technique 
for Instance, the refora could possibly have been acconplishod 
ly directive vithin a nilitary depaxtajent, or vlthin a technical 
servi«;. Horwever, these desirable things had not about 
prior to the availabilily of the industrial fUnd chartering. 

Bie industrial fund is sisply one vay of effecting these changes, 
and It is a presently available vay of doing the long postponed 



Rsalltles . —Efficiency vhlch is defined as ”effectivc operation as 
measured by a coaparison of production with cost In energy, time, money, 
etc.,”^"^ and effectiveness idilch is defined as "efficiency, are difficult 
to measure. But it seems likely that they can be influenced by many 



iL 

Leonard M. Cul^at, "3ie Savy Industrial iUM." Unpublished paper 
prepared for the Kavy Graduate Oooptrollership Program, The George Washington 
UUiversity, Jamiary, 1957» PP* 22-24. 

"Selected Bxceipts from Management Comment Concerning Operations 
xmder HIP," as quoted in Oxe Mavy Industrial Fund Program, Part IV. 

S. Deii^rtBient of Defense, Report of gie Industrial Activities 
Working Group . A report prepared for Alvlooiy <kaiHBiif&’e on ^iscial '6rgan- 
l^tion ahid Procedures. {Washington: Office of the Secretary of Defense, 
July, 1954), p. 51. 

^*^Webate r*s C ol legiate Dictionaiy (5th ed.; Springfield, Mass.: 

G & C. Merriaa Uo.',~1954), p.' 

IjS-ruA 
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factors othar than the methods of financing, hudgeting, and accounting 
used. 

Economy, on the other hand, which is defined as "thrifty adialnlstra- 

19 

tion, often retrenchment in expenditures, strict husbanding of resources," 
can he estixoated in dollars. Ohe ovexiiead rates of naval shipyards since 
they adopted industrial fund financing have been tabulated, ^e composite 
overhead rate is an amount which, when applied to direct labor hours, is 
calculated to recover the cost of general and administrative expenses and 
indirect manufacturing costs. Ihe figures shown in Table 1 at least suggest 
that industrial fund financing has not automatically produced ecoziomy. 

It may be that some naval industrial activities have done better than 
the shipyards. But it would be an intelligent guess that those which produce 
prototypes have been unable to hold overhead costs down. 

In spite of the achievements which must be described as falling 
short of the predictions^ the purposes and objectives of industrial funds 
remain the same. 

Industrial funds are designed to: 

1. Provide a more effective means of controlling the costs of 
goods 833d services required to be produced or furnished by 
industrial* and commercial- type activities, and a more ef- 
fective and flexible means for financing, budgeting, and 
accounting for the costs thereof (however, the establish- 
ment of an improved accounting system is not by itself a 
purpose justifying the installation of an industrial fui^)j 

2. Create and recognize "buyer- seller" relationships between 
industrial- and commercial-type activities and those acti- 
vities which budget for and order the end-products or ser- 
vices, in order to provide management advantages and incen- 
tives for efficiency and economy; 

3. Provide to managers of industrial- and cosmaercial-type acti- 
vities the financial authorlly and flexibility required to 
procure and use manpower, materials and other resources 
effectively; 



^^Ibid., p. 316. 
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TABLE 1 



COJiPOSITE ACTUAL OVERHEAD RATES— U. S. HAVAL SHIPYARDS 



Shipyard 


First Month of 
NIF Operation 


Juno 1958 


January 1959 


Portsmouth 


$1.78^ 


$1.91 


$2.98 


Boston 


1 . 8 J+ 


1.79 


2.92 


New York 


1 .T 7 


1.78 


2.54 


Philadelphia 


2.20 


2.03 


3.02 


NorfoUc 


l.u8 


1.91 


2.59 


Charleston 


1.91 


1.94 


2.97 


Long Beach 


1.60 


0 

0 

• 

H 


2.82 


San Francisco 


1.58 


1.89 


2.57 


I®i.re Island 


1.73 


2.08 


3.40 


Puget Sound 


1.44 


1.64 


2.75 


Pearl Harbor 


1.97 


2.17 


2 . 44 ^ 



figures, wMch vcre taken frara the monthly financial state- 
laents snhniitted 'by the shipyards, were supplied ’bj' the Office of the 
Cou^ptroUer, Bureau of Ships. 

^In the interest of truldi and accuracy, it should "be pointed out 
that the figures are not completely conrpara'ble aiaons shipyards or anjong 
periods for the sane shipyard. Various technical changes have been made 
in accoimting procedures at each of the shipyards. In some instances 
costs once charged directly to Jobs are nov chained as overhead. The table 
shoxild not "be construed to uMsan that NIF financing contri'butes to increas- 
ing costs. Hor should the figures be taken to indicate vaste and a dis- 
regard for costs on the part of the Kavy. There have "been three increases 
in Civil Service pay during the period covered. The purchasing power of 
the dollar has declined four percentage points. Everyone is aware that 
the costs of most military equipment have gone up. The work of naval ship- 
yards is growing more complex rapidly, and this fact, of course, necessi- 
tates increased overhead expenditures. Mare Island, for example, is now 
building nuclear Polaris boats. The figures are used only to illustrate 
that Industrial fund financing does not produce economy magically and 
certainly. 
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4. Eacourage laora cross- servicing among the military departments 
and among their operating agencies, vith the aim of obtaining 
more economical use of facilities; 

5 . Support the performance budgeting concept by facilitating budg- 
eting and reporting for the costs of end-products, and thus 
xmderllning the cost consequences of decision making, including 
choices between alternatives in such terms. 

Specific objectives, irfaen industrial fbnds are used, include the 

following: 

1. To furnish managers of industrial- and commercial- l^pe activities 
vith modem management tools comparable to those utilized by 
efficient private enterprises engaged in similar types of 
activities; 

2. To provide an incentive for managers of Industrial fund acti- 
vities to improve cost estimating and cost control through "Uie 
use of cost standards by requiring a contractual relationship 
between producers ani orderliag agencies; 

3. Bequire alert, forward-looking financial planning at iMustrial- 
and cozmoercial-type activities by making them dependent financi- 
ally on reimbursements received for goods and services furnished 
in fulfilling orders from custesaers; 

k. Impel producers of goods and services to control costs in line 
vith workloads actually generated by customers 'orders, varying 
the labor force and inventories accoixliugly and avoiding the 
tendency to maintain a labor force aM inventories without re- 
gard to fluctuations in workload levels, taking into considera- 
tion the prescribed wartime capability requirenents; 

3* To coordinate the financial aspects of detailed estimating and 
planning for Job performance in terms of material requirements 
and labor operations, production scheduling and control, and 
procurement and inventory control, with budgeting and cost 
control; 

6. To establish and use realistic cost standards as targets rather 
than detailed cost limitations; 

7‘ Require order agencies to budget, control and account for the 
cost of all goods and services ordered, rather than allow thea 
to obtain free goods and sezvlces; this requirexaent is designed 
to instill in the officials of these agencies a greater sense of 
responsibility and self-restraint in limiting their orders, and 
balancing the cost of specific goods and services to be ordered 
against the benefits and advantages of their procurement, 
especially in the li^t of alternative or competing demands; 

8. To place ordering agencies in the position of critic of purchase 
prices (i«e., costs of perfoming activities) as well as quality 
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aad dellv«ryospeed of goods end services ordered in considera- 
tion of relative costs of similar perfonuing activities and 
outside agencies; 

9* Provide B»anlngful bills to ordering agencies, clearly relating 
the goods and services famished by a performing activity to 
the charges rendered, causing the ordering agencies to assess 
their procurement practices and specifications in full aware- 
ness of the costs Involved; 

10. Enable ordering agencies to budget and account on an "end 
product" basis (the same as when buying from commercial con- 
tractors), simplifying budget presentations, budgetary control, 
and accounting procedures for both producers and ordering 
agencies; 

11. establish, wherever feasible, predetermined prices (tariff 
schedules, price lists, fixed-price orders) for goods and ser- 
vices furnished by industrial fund activities, thus setting 
standard prices on performance enabling ordering agencies to 
plan and budget more confidently; 

12. To encourage management of ordering agencies to improve program 
planning and scheduling, in response to producers' efforts to 
negotiate for orders as far in advance as possible.^ 



Of these ob;)ectives, only the first has been achieved beyond equivo- 
cation. It is doubtful that the most die-hard proponent of appropriation, 

^ allotment, and project order accounting wotild now contend that industrial 
fund financing is not an linprovement. Industrial fund financing does pro- 
vide a more effective and flexible means for financing, budgeting, and 
accountl^ for costs at industrial and commercial type activities. The fig- 
\ires themselves may not Indicate economy, but they are being compiled eco- 

I ‘ 

I' ixmilcally. And there is a great deal to be said for accumulating the costs 
i as accurately and efficiently as possible. The picture may be tiipleasant, 
j but it is more likely to be a true one. 

I 

I A very large proportion of accounting for Defense Department 

ji activities is at present on the single entry method. Single entry 

is simply incomplete accounting in that it fails to recognize the 



20 



Hegulations Governing Industrial Fund Operations , pp. 



2-4. 
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Isaslc douIxLs «ff«ct of every l}uslness happening. Oils Is the 
really significant criticism of single entry — hy seeking to be 
sia5)le, it is incomplete and thus very often fails to portray 
the business situation in a vay that is truly useful to manage- 
ment .... It so happens that the industrial fund chartered 
operation is a "natural" for double entry accounting. In the 
long run, this may prove to be the greatest advantage of the 
industrial fund technique for it helps to establish the climate 
in which full portrayal of Eanagement data is easy to achieve. 

Of course, double entry is possible without the formal machinery 
of the industrial fund charter but experience to date has shown 
that it tends to come very slowly in Defense industrial activi- 
ties without some such incentive. 21 



A careful reading of the other purposes and objectives indicates 
that a disproportionate number of them are dependent r^n the establishment 
of a genuine buyer- seller relationship betvreen naval consumers and producers. 
They are statements and restatements, variations on a theme, of the benefits 
that can arise from the relationship. Bjt only the roughest approximation 
Of a true buyer- seller relationship has as yet developed betvmen mval con- 
sumers and producers. And there are good reasons why such a relationship 
may never develop to the extent envisaged: 



Considerable debate has been devoted to the possibility of 
developing an effective buyer- seller relationship as a control 
device through the use of the industrial fund. Proponents have 
ovcrdom this argument. Biere are some restricted circumstances, 
in which the Defense Department "buyers" have real freedom and 
in those cases, the buyer-seller psychology may be useful. How- 
ever, to a considerable extent the buyer is a captive, as for in- 
stance, the Bureau of Ships in obtaining its oveiliauls, or the 
Air Ibrce in providing mjor repairs for its planes. These "cus- 
tomers" have no i^al chance for freedom of source of supply aad^p 
here the buyer- seller relatiormhip is theoretic in the extreme. 



Of the purposes and objectives which are not dependent on a buyer- 
seller relationship, some have been achieved intermittently, others aay be 



21 

Report of the Industrial Activities Working Group, p. 22. 
Ibid., pp. ij-9-50. 
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adxiev*d, «xid still others will never be achieved. Why? Eeceuse— -to state 
tersely vhat will be elaborated — ^no aatter how bjucIi a adlitary activity nay 
resemble a business, thero a^•e basic differences. Coptsln E. H. Eatcheller, 
U.S.K., t3ie CbiBptrallcr of the Eax*eau of Shii>s ajid a forasr production offi- 
cer at a na*/al shipTm'd, irant right to tho hoort of the Katter when he said: 



Qno thing hen bean voiy hard to get acrosc to civilians and 
especially to Congrossmon. A shipj'ard nay reBenble a civilian 
business— the civilian conaitteos have thou^^t so— but it is not, 
aid. it will never be in cex'tain vital r^&^Qts the saiae. The 
primary oonsiderations are giilitary considerations: sffietlng 

schecTules, doijxg vorh that tieets and bettsrs iiilitaxy specifica- 
tions, rsablng technological changes to fulfill now military re- 
<Tulrcs:'ents , In the^yaxy nature of things, cost is not the pri- 
aary consideration. 



j^FimneiaJ. considerations are not the only considerations whldi in- 
fluence military deciolons. Frequently the military must trade dollars for 

tine. Thera are also tactical and political factors vMdx profoundly affect 

24 

military decisions. 



23 

^ Interview with captain S. H. Batcheller, U.S.K., 0 on 5 >troller of 
the Bureau of Ships, March l6, 1959 • 

24 

Lecture by Profosaox' dewlow, Kavy Graduate 0o35>trollership Program, 
^Ille George Washington university, I4ordi l8, 1959- 



CHAPTER HI 



1HE mfl INDUSTRIAL FUND AND THE MILITARY MU© 



What sets off this particular sort of nanaser frcaa executives 
of other types of enteipi'ise is not really the unifozm or the 
salute, the little ceremonies and trappings, or the speciliaed 
vocahulary. Business (to a greater degree than it might care to 
admit) has its equimlents of all these. The essential difference 
lies in the responsibility of the military manager, whatever his 
rank. That responsibility is si^ly — and totally — the safety of 
the U. S., a weight nowadays enough to stagger an Atlas. When it 
comes to defining that weight in dollars, the militaiy mind often 
looks maddeningly inexact, if saot wildly irresponsible. 25 



la 195 ^ the Industrial Activities Working Group — a group made up of 
businessmen, business administration professors, and iianageiaent coiasuataate — • 
xuidertook a study of the oiganiaation, i^sponsibilities, principles and pro- 
cedures of Department of Defense industrial ostablishiaentB. In their excep- 
tionally comprehensive and perceptive report, they stated that as a result 
of their visits and backgro\ind studies it was cleai* that the predominant need 
was that of genuine industrial leadership. They may have been ri^^t at 
the time. Such a stateaezit would not be Justified mw, zzot, at least, so far 
as the Navy is concerned. Close and reasoizably objective obsez^vation indi- 
cates that the Navy has found, within the razzlzs of its xailitai^’' and civilian 
persoiznel, industrial leadership of the very hipest older. The men chosen 
to commaizd the Navy's lizdustrial activities and the inen chosen to sei"/e as 
cooptrollers congpare favoziobly with the comptzrollei^ from big business who 



^^"2ze U. S. Military Miizd," Fozrtone , itebruary, 1952, p. 93* 
^ ^Beport of the Jjndus trial Activities Working Group , p. 12. 
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have lectured to the ^vy Graduate OoniptrolLershlp Program. The l&vy has 

(vhat is to soxoe) a suxprlslagly large number of men vho can cot^prehend the 

intricacies of double entry bookkeeping, of job or progress cost accounting, 

of budgeting, and of balance sheets and income statements. In other respects, 

industrial leadership is not really different from military leadership which 

is not itself strikingly different from leadership. 

Qie Kavy has wisely followed the policy of making comptrollers for 

engineering activities from engineers, comptrollers for aviation activities 

27 

from aviators, and comptrollers for ordnance activities from ordnance men. 

Thus good industrial leaders have been obtained and they have been obtained 
at bargain prices. 

But having written the kudos in all honesty, sincerity, and objectivity, 
it is necessary to add a fev; provisos to qualify the praise. Not everyone 
would consider the Navy's current industrial leadership as “good" or even 
adequate. The principal reason they would not has been mentioned before; at 
military indxistrial activities, cost considerations are seldom paramount. 

The officers* fitness report fora has provided for the rating of each officer 



27 

2he writer is not prepared to say that the Navy's Supply Corps 
officers are not potentially brilliant industrial leaders. But he believes, 
for exai^ple, that the Navy is likely to have bettor success in indoctrir^ting 
engineers \d.th an appreciation of accounting than accountants with an appreci- 
ation of engineering. Supply Corps officers should maZ^e the best coEiptrollers 
for any activity that is not engaged in a specialized productive operation and 
for supply activities. This is based on the belief that accoimting is not as 
esoteric as accountants would have laymen believe. But the natter is highly 
controversial, and the Indostriad. activities Working Gi’oup seems to have dis- 
agreed. On page 6k of their report they state: "Tis Navy's practice of ap- 

pointii3g E.D.O. officers as coraptroUers is an intexesting device attesting 
to the fact that the Navy siaply has no om really trained for -Hie job. It 
is the Navy's hope that the sheer hi^ calibi-e of these men may nsd:e up for 
their lack of specific training. Some of them will doubtless do respectable 
jobs by a judicious combination of rapid learning, frarJily leaning on their 
civilian deputies, and pure good judgment. Tiis is not, however, the pattern 
which any of the services should follow." Nevertheless, the first prerequi- 
site of a cangptroller — in the broadest, gx'aitdest sense — must surely be a 
thorough understanding of the technical aspects of the industrial or coamer- 
cial activity which he is servii^. 




t 
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on a quality callad ’’cost consciousness." But the fact remains that to date 
the personal success or failure of an officer has not teen determined ly his 
success or failure in controlling costs. 



It is not that the officer is contez^ptuous of the dollar, of 
vhlch he is paid so fQv, and on which he shells out taxes like 
anyone else. So far as military economy involves the most guns 
or the most shoes at the lo\fest possible unit costs, the officer 
reacts like any corporation manager. But he is involved in 
scheduling not only production biit also consucption and he dare 
not underestimate . 28 



m order to avoid feiiluro as the "president" of one of the navy's in- 
dustrial-commercial activities, a naval officer must have qualities that do 
not often occur in combination. VIhen they do occur in comibination, they 
usually sell for about $100,000. per year plus bonuses, stock options, and 
expense accounts. Qxe acti.vitj'' comnander must be an expert on the productive 
operation which he is directing. Shipbuilding is among the most complex of 
all productive processes, and one would hesitate to describe the current 
work of ordnance enterprises as simple. Since the Kavy has long had men 
working in these activities, officers with the requisite technical skills 
are not irpossible to find. But the commander must also be an administrator 

of extraordinary skill; his span of control will probably encompass ten 
29 

departa^nt heads. Ihese departenent heads are likely to be dynamic, ambi- 
tious, capable men themselves, and at least four of •Uaem will have frequent, 
urgent, major problems which require the commander's attention. As a prac- 
tical matter, shop masters must often be included in the commander's span, 
and this Increases the coaplexities, let us say, substantially. 



28 

"Die U. S. Military Mind," Fortune , February, 1952, p. 93* 

29 

Standard U. S. Haval Shipyard Itegulatlons, BuShips Instruction 
5450 . l4A . ^Washington: Bureau of Ships, Itevy Department, I 8 March 1958), 

p. 
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When activity connaandcrs preside over conferences with shop masters, 
the inpression is one of a Ccaaaonwejilth conference. Almost vrithout exception, 
shop masters are men of great ahlli'ty, men who know their jobs ani know they 
lOQOw them; they are ix>t ^tilquetoasts and they arc not anxious to mol^c clianges 
in fajniliar end proven procedures; in their shops they are often autocrats; 
in conference Hh&y are not shy. Activity commanders need human relations 
skills. In addition, an activity coffimanler should be a public relations man 
with a deft touch; it is well if he can deliver sincere speeches with con- 
fidence and assurance. And, within the limitations imposed on military per- 
sonnel, he must be a politician; in fact, he could use the skills of \dilch 
Machiavelli dreazasd. 

From men with such qualifications, the Bavy has selected its indus- 
trial leaders. Perhaps it is not too surprising that these rzen have not 
always been experts on finance, accoxinting, cost accumulation, and cost con- 
trol. Bie reason they are not esperts, and the reason they do not pay more 
attention to the men who are, can be found in ihe circxaastance that coot 
control has rarely, if ever, been among the principal criteria of military 
success . 

iSany commanding officers (not necessarily of Indus tx^ial- commercial 
activities) have made their reputations in peacetime by cleaning up stations, 
erecting new buildings, inproving mterial conditions, devising new proce- 
dures, developing or improving military equipment, getting sosKTshere 
faster. Where is the naval officer whose reputation rests securely on cost 
cutting? Baere may have been one or t«o such men around the Pentagon in the 
days of louis A. Johnson, of blessed memory, but they have, no doubt, boon 
exiled as traitors by now. Baval officers are judged \ry their accomplish- 
ments azzd these acccEplishments are seldm costed. 
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Biio can be illuGtratad by a story in viiich an adiilral taJjcs pride. 

Bie ednilral vas once depressed by aging quonsets at his command. 2!hey were, 
in his sight, obscenities. He asked his public works officer what could be 
done, and the public works officer said they could be painted. The admiral 
replied that paint would never solve a problem of such gravity, and he 
asked, "Why don’t you shingle them?" The public worlds officer replied that 
quonsets were never, in his experience, shingled. The admiral says he said, 
"Damn it! I said shingle those quonsets!" In due course, the quonsets were 
shingled. In point of fact, this admiral has unquestioned and unquestionable 
railitary merits, but cost consciousness is not among the E3ore conspicuous. 

In the case of the conmanders of industrial- cosmsercial activities, it 
is ^rell that cost is not the primary conside 2 ration. If under prevailing 
conditions it were to become so, the conscientious ccaanander wcnild inevitably 
break djOfvn from frustration or despair. 
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CSAPTfiR IV 



2HE BAVI imXJSSRlAL FUHD AND 2IIE ACTIVm COMMAfllDER 

Responsibility for rinanciel manageaent is centralized in tbs 
activity commaader at tke activi-ty level *30 



I 

1 



I 



f 



Bie foregoing gjiotation may veil be an accurate statement of the 
theory. Biere is no doubt that an activity commander, if he wishes to malie 
the disproportionate effort, can control the number of pencils consumed, the 
•anount of carbon paper used, and perhaps even the number and l^rpes of elec- 
tronic data processing liiachines installed. regard to •the vi-tal factors 
necessary "to anything that coxtld truly be labelled "financial management," 
however, "the activity cammauder’s authori'ty is ei'fcher insufficient or non- 
existent. 

Only in rare instances can he affect the amount and -t^ype of produc- 
tion. His ability to influence "tlae selection, placesaent, and retention of 
his top manageiaent personnel is restricted. He is unable -to adjust employ- 
ment le-vels -to production levels as rapidly as economy and efficiency would 
dictate •were they the only considerations. Military procurement and ei^ndi- 
ture regulations iiaterfere seriously -wl-th his control over ma'fcerial costs. 

Qie president of a civilian corporation who 'found himself unable -fco influence 
production, -to hire and fire personnel, and -fco use judgment in an attes©t •to 
control naterieLL costs -would regard his "responsibility for financial manage- 
ment" as somewhat at-tenoiated. 



30, 



'3he Navy Industrial Fund Programj Part I, Sec. III. 
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Aasignnent of c. responsibility to an individual entails his 
assuiaing the duty to carry out the action necessary to his ac- 
cociplislnaent^ within the frsmsv»’ork of relationships, structure, 
X>olicy, and procedure obtaining in the situation. Poi*foming 
the responsibility requires not only acceptance by the individual 
but also requires recognition and suppoi-t; by those with %drom he 
mst deal in fulfilling his task. Siis principle is comoonly 
put thus, "Each assignraent of responsibility requires correspond- 
ing delegation of authority . "31 



Qh® truth is that respoji^ibility for financial aanagooent has not 
been aiid cannot be centralized at the activity level. Soias of the authority 
absolutely requisite to financial rsaaagesient has been retained in Washington. 

Control of Production .— "igbe aaotint and i^pe of production for naval 

industrial- coiaaercial activities is detercilued at bureau or hl^^r levels, 

There are, of course, rare, isolated instances in which activit^^ connanders 

have been able to laodify thelx- workloads. The Saval Gun factory searches for 

32 

and finds work to l:ecq> its lens grinders in business. Shipyard coazaanders 
have on occasion bid conpetltively for windfall work — work arising froa un- 
plaD33ed boiler explosions aboard. Coast Guard vessels. Obviously these are 
the exceptions; their over'-all Influence is negligible. 

It has happened Ejore often that an activity cormaader has learned of 
his ensuing workload for the first tine by reading the newspaper. He finds 
it announced there by the senators or representatives who represent the 
states or districts where his eiaployees live. 

It happened once that a senator obtained an iEpox'taat acjouat of new 
construction for a naval shipyard "siisply by going in card asking." The 
senator remrked to the reporters that since it was so easy to get tlxis new 
construction for the yaird out of the IS^vy, one lai^t £U> well tiy for sonse 

^h'^Lry Cushing Uiles, The Essence of t^magaggnt (Hfew York: Harpex- & 

Brothers, 1953)# P* 

^^Lecture by Captain Bewick, U.S.H., Corptroller of the ISxval Gun 
Factory, at The Georg® Washington University, December 9# 195® • 
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Qorc* tudgst division and others at the clii];^ysrd involved could only 
hope tli&t the senator vould heep tl;0Q infOrcied. 

toils losldcnt ec^ihasiseo that the vor^oad at naval Inhistrial acti<> 
vitiea is deterndned politiod^ ocormic^ and sdlitary conaidarationo. 

She decisions are mde at tiie hi^xct le-<;els. i^pparantly production costs 
sue not priaary detonsinants. 'Ihc decisiorts are not rado-<-ond, in S&^tj cos 
rarely he iniluoncedr-~hjr the activity ccssasaders. 

CoKtiol of geraonaal ««>“»getiugpg it ia i^3oekin£5 to au^^sest that a 
nilitary c<xsscnder does not liavc control of personnel* So cm tell the 
people assigned to hin vbat to do and they vill do it; in that sense, he does 
have control* But if he is a reasonehle ssn be will not toll then to trtdir* 
ecend their ahilitles* Acd, subject to ninor csxeptlons, ha cannot dictate 

I vho vill he assigned to hisu la sense, lie does not Mve control. 

I 

j Ibere are ao reasons vly an activity casiaander jasst tolerate out- 

and**oat inco£i)etont3 esjonG his top mnogenant pcroonnel* Inhere hovever, 
reasons viy ha xaust tolerate non he nl^t not daooso for his top ranaga- 

I 

I ncaat teaa had he free cdioice. 23i«ro is some Qjjostioa vhethor ths ISivy’s 

^ assigasjKot and rotation plana for ailitary personnel and civil servieo pro« 
osdnres result in placing ISio heat avallahle sssn in toe top jobs* She ac- 
tivity oossaaader mat live vith these facts of life. Military personnel 
rotate; a successful production officer will rove on after four or five yeas'© 
on the joh; theoretically, this is ia tho intorost of ths productioa officer 
oed of to® MKvy. !Uop civiliaa peraonael aro fioguenldy old-ttosrs with 
thirty or sore years at the activity. Oftoc ■they as^e o:!:oellent aea visa pro- 
vide the continuity %diich wcnld otherwise he lachiag. But soesottaes th^ are 
tot. ia all cases they are difficult to dialodse short pf retiresaent. 

Gbicse factor© c^nso naval iadustrial-^aaasjrcial activities to differ f«a 
civilian enterprises of caesgiarehle sise mre toon rji^it he expected. 




I 
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Gone of the lecturers to the Bavy Graduate Coqptrollership ProsrcEi 
have given an iniicatlon of the exact extent and iiiswrtaace of this differ- 
I ence> J<^m Van Pelt^ a manageiaeat expert^ and now Vice President^ ^Dreasturerj 
and Ooi^ptrollcr of VUlcan Materials, indicated the oxtrcaae care which Vulcan 
iiaterials exercises in ai>pointing a mn to a cisnageaent position. Top laanage- 
I nent personnel often serve an apprenticeship of three or foiir years with an 
"acting” designation before being appointed to a top Job. This is the case 
even thou^ the man has been with the cos^pany for aaauy years, because "once 

in, he is very haid to gat out. Vulcan Materials wants to be certain that 

33 

tlxe man is ri^t for the Job.”-"^-^ Three or four years is, of couirse, the 
typical length of a naval officer’s tour in a top mancgeiaent Job at a na’/al 
industrial activity. 

Daniel Moulton of the Budget Division of General Electric spolte of 

Mr. Oordiner's eiigohaois on having the rigiit men in top laanagement Jobs. !Ihis 

has resulted in not infrequent transfers and firings in the upper echelons of 

3k 

tnanageoent at General Electric. Tcrp mai^eisient can be shifted or removed 

I 

j at a naval industrial activity. But Civil Service regulations are such — and 
I local and state politics are ouch — ^that an activity ccatmander might well find 
I the benefits less than coQuaensurate to the effort. 

Mlitaiy top managOEient personnel are transient aaad Civil Service top 
manageinent personnel are static. These facts place naval industrial activi- 
ties at a disadvantage in comparison wilh their industrial counterparts. And 
they give a partial explanation of one of the findings of the Industrial Acti- 
vities Working Grotp: "Too many people were assigned to management Jobs for 

35 

which they were not qualified training and experience. 

^^cture by John Van Pelt to the Efevy Graduate Cccr^trollership Pro- 
gram, The George Washington University, March 19, 1959 • 

^Lecture by Daniel Moulton to the Ijiavy Graduate Cca^ptroUership 
I Program, The George Washington University, Fobroary 5, 1959* 

^ ^Beport of the Industrial Activities Vtorklag Group, p. 63. 






^ * t .JL* 

I- # ^ A 

'■ t * B '*■ ■» 

^ ■' ' ’ 

•. ,U W» ' 

-. : v> ■ 



J' ( .' « 



/ i . 



*glP ^ 

: -.riit • o •* 

» n “ 'V? ^ 



.' . /' ^ • „- ■ ■*• 
• !••♦* ■ -V. 



... - . -t.. - • >-r r- ■ 

I . , 1 ^ ■ I 



fi=^ 

^mj W ^ 



mP 



Ilf O (?!l t df < 



♦ I , ** • 4 V 



f Mil - n /Q 



i - 

> 4 M-!^' 4 f*? • . "*- 



^ A ^ # 



• - - 



/-•» -V 



s .• I Alt' • • 



i; • .#. 

■- -^~ •=» 



^•'' 






f% "/r m 



i # i>^! 



r 



. -4 I I • . ^ 



r X r. 

-J 4 * 

iNl ♦ 

r •• --V 



— --• « < 



1 9 r t 






^ 4 * ' ^ 

,KI t ' I .' • -* !-• 1**' 



, 1 



■ > -•• 



.■< 



26 



2he protCLeos in conaectioa vlth per diesn canployGOS, IVB perconnel, 
and. middle mnagemeut nilitaiy personnel are sliallar. 2ie per diaa en^loyoes 
in tho aggregate, however, present some additional difficulties. Decisions 
regardii^ eiiployinent levels are made by liie naval bureau having maaageaent 
coatro3. of the industrial activity. Sudden changes in military technology, 
strategy, and tactics continually necessitate adjustments in the worliloads 
of industrial activities. She launching of Sputnlh I is an of the 

sort of thing that can change military plans cpuidcly. ait decisions to re- 
duce or increase the manning levels at industrial acti'^rities lag — often un- 
conscionably — the decisions concerning workloads. As a result, all too often 
individual activities are not operating at an casployment level which approxi- 
mates the optimaa. Ifaere are good reasons miy such must be the case, but no 
one woiild argue that the situation acts to reduce costs. 

'Jhe situation does in fact lead, to events such as the following: 

She budget director at an industrial activity where the e^plled overhead 
rate was falling to absorb e^^penses once suigsested, with as mch seriousness 
as cynicism, that they hire more direct labor employees. He admitted that 
there VTas no wrk fOr them -fco do and they would Just stand around the water- 
front. But if 1h.ey were esJEployed it would be unnecessary to raise the over- 
head rats since there woxild be more direct labor hours to which the old rate 
could be applied. And, after all, the overhead rate had been premised on an 
increase in workload had been promised but which had not materialised. 

Ifot all features of industrial fund financing are always conducive to lower 
costs* 

Increases in manning levels sure not iirpossible to brisig about. 5he 
recruiting mills grind slowly and it is no easy matter to find the skilled 
personnel reeded by naval industrial activities. But the increase can 
usually be accomplished in a satisfactory manner in good. time. Bsductions in 
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forc« present the real problems. They are always matters of political 
interest. The activity comaander is likely to find himself in a voitex of 
rumors, counternanors, charges, and countercharges. Some of •Hiem emanate 
from Washington. If the reduction in force cannot be avoided, it will 
eventually come about. Jfot, ho\re\'er, before the activity commander's skill 
as a public relations man has been tested, and not before the delay has cost 
many dollars. !Bie fact that the discharge of a GS-3, using tlie tine- tested 
technique of abolishing his job, was once the subject of intense senatorial 
Inteiest should indicate the snagnitude of the problem. 

It is xfox'th noting specifically that althou^ -.Tsterans' preference 
in civil service esroloyaent may be justified, it cannot be justified on the 
basis that it leads to optimcm utilization of available personnel. 

!Bie president of a civiliaa enterpidse, who would probably have his 
problems with the unions, would still find the position of the commander of 
a naval industrial activity intoleiable insofar as the control of personnel 
is concerned. 

Oontrol of Material . --B/eryone knows that material costs have been 
rising. Kot everyone Iukws that a naval activity conam>d.sr is in a sinjjlarly 
poor position to control his material costs. It may be that the regulations 
which hamsti'ing him are all for the best, but they certainly make it impos- 
sible for bira to opeirate in the manner coESEon among civilian businessmen. At 
the mcanent, for example, he cannot be stoclqoiling steel at a rate which a 
civilian manager might deem desirable, ifeich of his steel inventory is 
financed by the ifecvy Stock Fund, ^vy Stock Ilind espenditures are controlled 
at levels above the activity level— by Congress, by the Bureau of Supplies 
and Accounts, a aipply Demnd Control Point. Since issues are made frcmi 
the Bavy Stock Account at replacement cost, there is nothing an activity 
eonnander can do to hold these costs down. If the material is available in 
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' tbQ Havy supply system, the activity conHaander mst use it; and the Bavy 
supply system does not always provide the jaost economical source for an item. 
The activity eccaaander gets part of his Inventoi^i" financed hy outside funds, 

I e.g., the Bavy Stock Fund, and he pays the going rate when he uses the 
I material. 

When material is procured for the direct material inventory 
with Ravy Ihduotrial Fund money, an activity commander's position Is closer 
to that of his civilian counterriart; the inventories of "both ai*e limited hy 
the working capital a’‘/ailahle. 

For better or for worse, an activity coErnmnder must abide by all 
: governmental procurement regulations. 23iese may make for honesty in procure- 

. meat and theoi-etically for the lo;7est cost. They also slow down the procure- 
ment process which, in turn, can lead to costly material expediting or even 
costlier losses of tliae. 

There are things which an activity commander can do to control his 
material costs, and ■idiere are things which he cannot do. Both areas should 
be identified and recognised. 5he action that can be taken to control 
material costs is dependent on whether coots a:’-e, iii fact, the paramount con- 
sideration in militaiy production. If the ans’^’er is “yes,” and if the affir- 
mative answer comes i*rom a sufficiently exalted level, material coots can be 
controlled laore com?plets3y than they have been to c!ate. But if other consid- 
erations talie precedenc«>— and they may legitimately because the safety of the 
United States is at stal:e— then the conti'ol of mateidal costs will continue 
to leave something to be desired. At the present time, the activity- cotawnder 
is not free to control these costs. 

Sbere are otlier factors which cannot be controlled by an activity 
commander which also tend to increase costs. For e::niiple, the customers of 
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industrial-funded activities are themselves financed hy appropriations. 
Ss^pendlture Itoitatlons have been forced on these custoiaers by e^cecutlve 
order. Q3ie executive order ctaae about becavise the debt celling was about 
to be violated, but the e:3q)enditure limitations continued after the crisis 
passed. Die amount authorized in an appropriation is available for expendi- 
ture only in increments. Diis necessitates the stretda-out of work which 
could otherwise be coiapleted icore guicljly. 2he coot of these stretch-outs 

36 

cannot be estimated, 'out tlaere can be no doubt that it is very su'ostantial. 

In the nature of things, the coiomnder of a na^/al industrial actl- 
vl't/ has inadeqiiate control ovox’ pieduction, men, aiil matei-ials. Control of 
production, laen, and m'berials is essential to financied. r-anagecent. Die 
assertion that responsibility for financial liaonageaeat has been centralized 
in the activity commnder is not in accordance with the facts. It caxu30t 
be in accordance with tlie facts until some far-xeaching changes are made to 
Increase the activity'' cossaanders* autonomy. An;l other considerations make 
it unlikely that the necessary changes will ever be acceptable. 

Interview wi-th Captain E, H. Eatcheller, ISarch l6, 1959 • 
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CHAPTEfi V 



THE HAVY DCUSTRIAL FUMD AJ© OHE COi'lPTROLLER 



Generally speakins the ±c5)ortance of the ccsaptroller in the 
industrial establishment of the Itefensc Department is not appre- 
ciated and his role is not uixderstood. One industrial commanding 
officer remarked that, ”no comptroller is going to control me. "37 



Oompleiasntary Concepts . - - Ckmg>trollershlp in the Department of Defense 
vas established by the national Security Amendments Act of 19^9* Oils was 
also the act i^lch authorized the use of Industrial funds for financing 
Industrial- commercial type activities of the Department of Defense. 

Section 401 of the act prescribed that; 



There is hereby established the Ooa^ptroller of the Depart- 
ment of Defense. !ihe Comptroller shall establish and supervise 
the execution of principles, policies, and procedures to be 
followed in connection with organizational and administrative 
matt?^rs relating to: 

i.) the preparation and execution of budgets 

ii.) fiscal, cost, operating and capital property accounting 

Hi.) progress and statistical reporting 

iv. ) internal audit, and policies and pmscedares relating 
to the expenditure and collection of funds adiainister- 
ed by the Department of Defense. 3S 



Section 402 prescribed that; 



^' ^Beport of the Industrial Activities Working Group, p. 15* 
^P.L. 216, Sec. 401. 
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Qie secretary of each military department shoD. cause 
hudgetary, accounting, and statistical reporting, internal 
audit and administrative structure and managerial procedui'e 
relating thereto in his department to he organi.^ed and conducted 

th operations of the Coiqptroller of the 



In his memorandum setting forth "Comptroller Functions acd 
Organization," the Secretary of Defease ejqpanded upon these 
responsihilitles aM specified them in more e:q>llcit detail. 

He added the supervisory responsibility with respect to dis- 
bursing and receiving cash; the in 5 >lementation of working capi- 
tal funds; and statistical and progress reporting including the 
analysis and Interpretation of reports. He specifica3,ly refer- 
red to various types of accounting — appropriation, properly, 
and cost accounting— as well as to all phases of budget adminis- 
tration. dis prescribed ax'ray of activities is almost exactly 
conparablc to the "standard" functions of the business control- 
ler, excepting only the inclusion of cash disbursing and receiv- kq 
irjg which are normally the responsibility of a business treasurer.^ 



As a result of the act and of the memorandum, some naval industrial 
activities were being equipped with comptrollers at about the time they wero 
transferring to industrial fund financing. In other cases, a comptroller 
was established before the transition of industrial iXind financing. 



In J^rll 1952 , the Hiiladelphia IJaval Siipyard established a 
Comptroller Department and concurrently began operations imder 
the Hhval Industrial Fund. . . . de former Fiscal Department 
became the Accounting and Disbursing Division of the new Comp- 
troller Department. On 1 July 1953, the darleston Ifeval Ship- 
yard, with a newly established Cocptrollar Department, cut over 
to industrial fund operations. . . . Ilsrfolk and other yards are 
scheduled to shift subsequently, de date on which each yard will 
change over depends to a large extent on the availability of funds, 
the ability to obtain ccmpstent staffing, the rate at which in- 
doctrination and training can proceed, and iiie coipletion of pre- 
liminary panel surveys. Conptrollership operation is more than a 
new system of accounting. In addition to the Accounting and Dis- 
bursing Division, formerly the Fiscal Department, the organisation 
of the Oocptroller Department provides for an Internal Control Divi- 
sion, an Administrative Division, and a Budget and Statistics Divi- 
sion. ... 





^ ^Ibld ., Sec. lj-02. 

Frederick C. Mosher, Program Budgeting; deory and Practice 
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The advantages catoot I3e r«alizad without certain inevitable 
factors , . . additiosaal personnel are required. There my be a 
reluc-feince on the part of existing departaienta and shops to ac- 
cept any char.ce in long established procedures. . . . Those atti- 
tudes can be overccms by education and indoctrination in the new 
system. . . . The problems confronting a nevr comptroller include 
many which cannot bo visualized before duty is actually assigned. 

. . . The answers to t’lese problems cannot be found in manuals, 
handbooks, or directives. The difficulty in obtaining qualified 
top bracket personnel within the classifications of 19^9 is as 
serious in the field of accounting as it is in the engineering 
field. . . . However, regardless of disadvantages or problems, 
real or imaginai^. Industrial Fxuad operation is now a statutory 
requirement and will necessitate yard adjustments in operations 
to conforta to the comptrollership system.^ i 



Identical Difficulties .— Naval industrial and ccKnciei-cial activities 
have had ccxaptrollers for at least five years. Insofar as the basic func- 
tions of comptrollership — budgeting and accounting — are concerned, the con- 
cept can be declared a success. Ccmptroller departments perform as effi- 
ciently as the fiscal divisions which they replaced. But insofar as the 
broader functions of comptrollership— the functions of which the Controllers* 
Institute is so proud, the fimctions ^ich distinguish controllers from 
accountants — are concerned, the ccmptrollership concept in the Navy has not 
been an unqualified success. 

Tliese broad functions have been stated many \7ays and in many, many 
words. They can be stated briefly: controllership in the military ser- 

vices, as elsewhere, is built arotmd the central function of providing 
si©iif leant information to management. The comptroller influences management 
decisions because the quality of the decisions made is dependent upon: first, 

the basic intelligence and e:^rience of the person malting the decision and, 

second, upon the adequacy of his information regarding the problem to be 

42 

solved. As envisioxMjd, the military ctxaptroller should be an important 

41 

G. L. Countryaan, "New Controllership System Introduced in Ship- 
yards," BuShips Journal , August, 1953^ PP» 23-24. 

42 

Cf., Repoli; of the ladttstrlal Activities Working Group, p. 15. 
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meniber of the luanageiient team whose Information and guidance influence the 
coBBaaader and top executives to operate the activity economically, effi- 
ciently, and effectively. 

There may have been and there may he naval coE?ptrollers who have per- 
formed exactly as it was planned that they should. :cf so, however, they 
have accomplished the nearly ingoossihle by the sheer force of their indi- 
vidual personalities— *nDt by virtue of their positions as comptrollers. Why 
is the naval comptroller failing to achieve the influence which the civilian 
comptroller enjoys? hixay explanations have been offered, and no doubt most 
of them contain elements of truth. But the basic reason seems to be the old 
difficulty; at naval industrial and comaercial activities, costs arc not 
the paramoxint consideration. 

Fx'edex’iek C. J-iosher is saying the same thing when he writes; 



Controllers grew up to meet the demands of increasing cotcplexity 
and bigness in private enterprise. In that realm, they have proven 
useful. The defense of the United States has often been called the 
biggest "business” in the country. In fact, each of the military 
departments is bigger, ly almost every measure, tlian ary private 
enterprise. Therefore, so the logic runs, they should have con- 
trollers. A flaw in this reasoning is that the organisation for 
defense of the United States is not a business in the standard sense 
of the term. It eaploys businesses and business practices, and it 
perhaps should use more of them. Bit essentially its functions ai’e 
public and governmental; the processes and the factors entering 
into decisioi^ concerning it are political; the measureaent of per- 
formance in terms of objectives in jreaeetime is political and in 
wartime rests upon military success or failure, ultimately upon 
national survival, ^3 



The fact that costs are not primary determinants at naval industrial 
activities is probably the insuperable difficulty. It is the fa'tel defect 
which means that the naval cossptr'oller can never have the effectivei^ess of 
the typical conptroller in private enterprise. There are other defects in 
the military conptroller set-up. 

^%t>sher. Program Budgeting; Theory end Practice , pp. 218-219. 
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Tbe profit Qotlvi^ Is zalssluig: 



aba basic and ultimately the only criterion of business 
success and failure is profit and loss^ ^ich, in the last 
analysis, can be measured only in monetary terns* Financial 
data mst therefore be ^e core of the information essential 
to business managenent.^ 



Except insofar SiS the lack of a profit motive means that costs will 

/ 

be secondary or tertisiry considerations, the profit motive's absence is not 
a situation which dictates absolutely that naval industry must inevitably 
differ fresa private industry, were it not for other factors, "breaking 
even" could provide military industrial leadership with as much incentive as 
"making a profit." After all, military industrial leadership has a great 
deal of experience with precisely tliat sort of thing in personal finance. 



Sie purpose of oost accounting in the industrial activities of 
the Defense Department are pi«,ctically identical with those of 
private industry. !Ehe much touted absence of the profit motive, 
the profit motive which is supposed to be so all-pex’vasive in pri- 
vate accounting, does not turn out to be as significant as often 
assumed. In one private concern, ve may budget for an average net 
profit of ill another the goal is^lOjS or 5^. How much dif- 
ferent is the situation if we reduce our profit objective to in 
the Defense establishment? Regardless of the size of the target 
or its plxis or minus characteristics in boidi siiaiations, the es- 
sential relationship is a matching of revenues axid expenses on 
whatever reasoned basis "policy" has established. ^5 



Ihe position of the controller in the military organization is 

probably a more serious hindrance to his effective operation, axe Industrial 

Activities Working Group lamented that the military coaptroller had not 

h'S 

taken his place as a full partner on the xaai^agemsnt tesaa. Frederick C. 
Masher pointed out some of the reasons wl^ the xailitary conptroller has not 



Iiji 

Ibid ., p. 199* 

^ ^Bepoxrb of •Qxe Industrial Activities Working Group, p. 24. 
k6 

^Ibid . , p. 22. 
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and cannot becooe the full partner which the Industrial Activities Working 
Group envisioned. 



In a third inEportant respect, however, there is doubt whether 
the military coij^ptrollorships are in conformity with the business 
doctrine. Hiie is that they should have a channel and a sense of 
responsibility outside the hierarchy of the organization. Ito be 
sure, they do have such a channel in law and in form . . . but it 
is hardly imaginable that the military comptroller could act as a 
checker or informer on his department directly to the secretary— 
l.e., that he would report anything seriously critical about the 
comtsand or give advice on change of important policy without clear- 
ing it with his military chief. She conptroller is part of the 
military ’’team" which is anop-er way of saying that his allegiance 
to the ccamand is undivided. 



Ihese differences which distinguish the comptixsller concept in the 
military from the cosptroUer concept in private enterprise act to vitiate 
the military comptrollers* effectiveness. But there are no reasons why 
these differences (they are not alwi^s defects) should reduce his effective- 
ness to ni-1. 2he military corptroller — especially one operating with indus- 
trial fund financing — should still be able to do a great deal to hold the 
line against rising costs. It is -worthy work. 

Initial Errors .— 

Die use of -the Kavy Industrial Rind system of financial 
management, which i^rovides for budget participation and re- 
sponsibility for eijpenditures at individual cost centers, has 
resul-ted in a greater awareness of costs throughout all le-vels 
of shipyard management. Shis increase in cost consciousness ^ 
has led -to bet-tsr control of expenses and resul-tant economies. 

More than anything else, -the foregoing quotation is an exaggerated 
expression of a hope. It is an uuintentionall^y candid comment on the status 
of naval cost consciousness before industrial fund financing. She fact is 

47 

I45sher, Program Budgeting; Theory and Practice, p. 219* 

ItS 

Excerpts from ComPearl Harbor llavSrpYd Itr d-fcd. 20 July 1955 t«o 
Chief, BuShips as quo-fced in gie Ilavy Industrial Fund Program, Part IV. 
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that the coraptrollership concept and industrial fund financing did mt pro- 
duce, ipso facto, a cost consciousness throu^out all levels of shipyard 
manageioent. All levels of shipyard managerasnt continued to he interested 
in doing good vork on schedule, ihere is even soias evidence that, freed 
from the shackles of appropriation, allotment, and project order accounting, 
shipyard management gre\/ less, not more, cost conscious. ^ 

If any hlame attaches to this situation, some of it mst surely be- 
long to the coiaptrollers themselves. Biey tried to do too much too soon. 
Perhaps they believed their O'.ra publicity. la the early days, a reasonable 
man might have been justified in believing tliat a change in the method of 
financing could metamorphose governmental industrial activities into 
facsiioiles of private industrial enterprises. And he could also have be- 
lieved that private industrial enterprises ai \2 invariably economical, 
efficient, and effective. But disillusion \rould not have been long in com- 
ing. Btie first of these assucptions proved untrue xrhen tested e35»irically, 
and there is reason enough for skepticism in i*egard. to the second. 

In addition, military comptroller personnel suffer from an occupa- 
tional disease that afflicts most military personnel, the effect of uhich 
has often been underestimated or overlooked. Bieir tenure is not loi^ and 
if they are to laake a mark, they must mal^e it quickly. Civilian personnel 

in the military comptroller progi*ams were eager’ 'because they knew that 

50 

hi^er ratings were in the offixig.^ In short, military comptreller person- 
nel may have tried ‘bo move too fast. And they moved against fomidable in- 
difference, if not outright opposition. 

llQ 

^Cf., Report of the Industrial Activities Working Group , p. 13 et 

passim . 

^ ^Rsport of the Industrial Activities Wox*king Group, p. 66. 
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Iron3.ca1.ly, it will often 1x3 the management which the coc^p- 
troUer is trying to sorve which will want to hlock his efforts 
to change the existing systems. Under these conditions the comp~ 
troHer w3LU need to possess a large order of human relations 
know-how in addition to his technical proficiency if he is to be 
really effective. 51 



Beyond the absolute needs of the appropriation responsibil- 
ities, the (appropriation) accounting system did very little to 
produce managesnent information. 52 

Bie cc«aptrollership function is the collection, presentation, 
and inteipretation of quantitative inforaation to aid managcanent 
in xnaMng its decisions. 53 



Industrial funding produced a flood of financial information. It 
inundated a top management that was still primarily interested in meeting 
schedules and doing fine work. Asking the production officer of a mval 
shipyard to give careful consideration to a report of costs is roughly equi- 
valent to asking the President of the United States to give careful consider- 
ation to the plight of the Ifovajo. lk> one denies that the Ilavajo has grave 
problraas, but .... 

Initially, and to a lesser extent to date, the financial informtion 
was presented to management couched in accountants' jargon that was next 
door to inc 025 >rchen 3 ible. 53bte following cxan^les are taken from wceldLy and 
laonthly reports to managemont. Qhey are not horrible exac®les — ^they t^-pify 
the style and content. fEhey are quoted out of context, but the clarity is 
not altered by restoration. 



Bie shipyard operated at an under-absoiption of approximately 
$ 113 ^ 000 ., split ^0,000. unier in the general centers and 
$T3>000. under in the production centers . . . the under-absoiption 
is slightly hl^er than in June. Ihe production e::pense centers 
contributed 60^ of the total. Die drop in direct labor hours ex- 
ceeded the drop in expense causing a larger under- absorption than Jime, 



^^Ibid., p. 19 * 
^ ^Ibld . , p. 17 * 
^^Ibld. , p. 22. 
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Gas plant costs Increased by more then 50^ over June due to 
Inauguration of the accrual concept to Purchased Gas and Direct 
Material. 



Heat vlll be imder-absorbed tliroughout the sunmer due to 
shutting off heat distribution. !Qiis situation will reverse 
itself when the heat is turned on in the fall. 



!Ihe adjustment (credit) of 50 thousand to expense resulting 
from the establishment of the Deferied Charges Inventory Account 
is attributed to; (1) the dollar value of material (reproduction 
supplies, PPG Forms, and EA21 cards) piclied up in this account and 
credited to expoxise, and (2) the closing of certain accrual expense 

^ accrued at time of closing 



Such financial reports to management failed to have the impact that 



was expected. At one shipyard -the Con 5 )troller Department i-eceived in two 
years only a single indication that the commander was getting the Monthly 
Financial and Operatiiig Statement with Supporting Schedules. He scratched 
his new desk wi1di a loose staple and sent over unequivocal instructions that 
the reports were to be stapled jsisro carefully in the future. Even a measber 
of top management who had accounting training [he was a foimer auditor) was 
forced to ask for translations, interpretations, sunroaries, explanations. 

It should be added in behalf of naval coisptroller departments that they 
have made a steady effort to render their published infoxmation conparehen- 
sible. But much remains to be done. 



Perhaps the most significant development under the Havy Indus- 
trial Fund operation has been the establisbmeat of Cost Center 
reviews. During iiiese reviews, actual expenditures are consjared 
with related budgeted amoimts, and respozisible personnel are re- 
quired to explain all important variances. Tbds review is being 
aggressively prosecuted within this shipyard, and the loost bene- 
ficial result has been a notable increase in cost consciousness 
through every strata of shipyard management. Althou^ intangible 
and not susceptible to measurement, this asfarenass of cost and the 



5h 

Ihe sources of these quotations have been omitted. There is no 
point in singling out shipyards in this context. 52ie quotations are ail 
taken from published financial reports of naval shipyards. The reports of 
all shipyards are similar. 
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attendant necessity for intelligent fiscal planning can Tie of 
inestimable value in improving the yard economy. 55 

In point of factj cost center reviews at ship^/ards were conferences 

» 

■between corrotroller personnel and representatives of the o.>st center con- 
cerned. Often the shop master himself would attend and he would he sup- 
ported "by his i^op authority on finance. Shop masters are, in most cases, 
men of outstanding ability; hat they are not men primarily concerned with 
finance. The ccHaptioller representatives irould ask if the shop master was 
getting all the financial information he wanted and needed. Invariably he 
would say that he was, and would imply that he vas, in fact, receiving a 
superabundance, a "beiLlyful. If, however, the comptroller departeent had not 
"been "bothering him, he wo\ild state how much better he tliou^t tliie new system 
was. On this happy note, the cost center review participants would run down 
the most recent report on the shop's budgeted and actual cost figures: 
£R^rvision, shop planning, shop general, safety program, training program, 
fuel, minor shop store issues, etc. 

The procedure had iiiierent defects. There is nothing wrong with 
living within a budget on such things as "shop general” expense. And there 
is nothing wrong per sa with oociparing actual expenditures with budgeted 
amounts by object classification. But, whether or not the shop master 
realized it, the really important e^^enses were not — and are not—wltbin his 
control. His shop overhead rate was far more dependent on the uncontrollable 
direct la"bor hours worlsed than on the controllable lainor expense items. 

There are two needed ijipi'oveaeuts which quite obviously are 
waiting action "by the trained imaginative coaptroller. . . . The 
first needed Impro'/ement is a much closer study of the important 



^^CooMare KavShpYd Itr. dtd. 21 JUly 1955 "fco Chief, BuShips as 
quoted in The Kaw Industrial Fund Program, Bart IV. 
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ling of dssnarcation between controllable ani non- controllable ex- 
penses witbin tbe departments or shops. Falluro to mahe this dif- 
ferentiation on a realistic basis throws tho whole matter of con- 
trolling shop e:?pen3es into disrepute and disregard. Bie depart- 
nent<?i foreman (shop master) must be cor©letely convinced ‘that the 
cost controlling task put vipon him is a feasible one, that he 
really can control the e:?penseG for which he is being held, and 
that no noncontrollable items are going to confuse the picture of 
his actual performance as measured by the accounts. Such a caroful 
division of the departmental cispenses between controllable and un- 
controllable elements will make the calculation of deparfeaeatal 
efficiency more than just another calculated figure in a roport. 

Bie second needed Irprovement is the application of the principles 
of variable budgeting. At the point of product costing, this 
problem runs into all the intricacies of stand-by, practical 
capacity, and top-level overhead rate considerations . . . the 
philosophy of the variable budget could be used by the comptroller 
to get realistic expense control at the departmental level. 56 



Cost center revievrs were friendly discussions of peanuts. Under the 
circumstances, they may have done as much to discredit the comptrollership 
concept as they did to prtxaote cost consciousness. 3iis error is not ex- 
clusively the Ifevy’s, hofvreverj the Ilavy was just being businessliiie. In the 
1957-58 recession, segments of ihserdcan business tried much the same sort 
of thing. But private enterprise -was quick to learn, or rediscover, that 
worthwhile savings had to come from increasli^ the productivity of labor, 

controlling loateraal costs, slcplifying product lines, and streamlining the 
57 

organization. Streamlining the organization means discharging unnecessary 
esployees. IJot all of these methods are a-’/ailable to naval industrial 
activities, but the ones that are should be copied. 

In all probability the most enthusiastic proponent of industrial 
fund financing and the ccmptrollernhip concept -vrould not care to declare the 
experiment "with internal review and audit an tu^oclified success. 



56 

of the Industrial Activities Working Group, p. 29* 

^"^Bdward T. ahompson, "Ihe Cost- Cutting Urge,” Fortune, 2!arch, 195S, 

pp. 119-121, 226, 230. 
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There .is some difference of opinion as to hov far the 
internal audit should go toward checking into matters of 
suhstantive perfoznance, i*e.> matters that go he;yond the 
record keeping and infomation sj^stem. Here, again, the 
advocates of the "strong" auditor concept see no limita- 
tion.. . . Wo would e:^ct to find liiat the comcptroUer 
at the local a.otivity would have reporting to him a division 
of internal audit and control. This division should have 
two sections, one being the sj'stems and procedures section 
aixd the other being the internal audit section. 5® 



Ko doubt the effectiveness of the internal audit division of the 
cooptroUer department varied from activity to activity. But, in general, 
the internal auditors ran afoul of military relationships. Even when the 
internal auditors were wholeheartedly supported ty the comptroller — which 
was by no cseans always the case — the ccxmptrollGr himself laclted the power 
to carry their recommendations through to fruition. Sometimes the recom- 
mendations were petty, but, even when they were not, top management, when it 
bothered to take notice, either damned or pointedly ignored them. The audit 
concept has since been modified, and at the lax'ger m’^;al industrial acti- 
vities, erapbasie has been shifted to the external audit by representatives 
of the Conptroller of the Havy.*^^ 

Budgeting was not as effective as it might have been. !3ie budget 
was based on expected workload vhicli "vras not determined locally. The work- 
load was modified fregueatly at higher levels, and since idie budget was in- 
flexible, results were often misleading. Tiiere was a tendency to misplace 
the emphasis in attecpting to control costs. Atteapts at inteiml review, 
audit, and control i^ere, for the most part, failures. Eat; 

Our own Investigations made it quite clear- to us that the 
situation is not one that can be cleared up by fiat no matter 

58 

-• ^Iteport of the Industrial Activities Working Group , p. 39* 

^^Lecture by Captain J. B. Kackley, Stpply Coips, United States 
Havy, to the Kavy Graduate Oomptrollership Program, The George Washington 
University, Jiarch 20, 1959* 



hovr V9ll conceived. We are convinced that the situation calls 
for a long prograa of patient development, oi^anization, train- 
ing, and education. We are certain that such means can bring 
about substantial ic^ioveaent in efficiency, saving hundreds of 
laillions of tax dollars, ai»d a stronger national defense. ^0 



60 



Iteport of the Industrial Activities Working Group, p. 14. 



CHAPTER VI 



BRAmSTOEfSHaG THE PROBI©^ 



"Brainstom*' means using the hz^n to stozrai a creative prohlem— 
and to do so in coamsando fashion, with each stonaer audaciously 
attacking the same oh^ective.^'l- . . . Four rules for brainstorming 
emphasize an unfettered atmosphere as participants "go to play" on 
a problem unhampered by judicial reasoning, "musts," "do*s,” 
"don’t's," and "can't's."°2 



What could be done .— •Brainstonaing the problem, "How can naval in- 
dustrial enterprises be made more like private corporations to the end that 
they operate with the economy, efficiency, and effectiveness which distin- 
guishes private enterprise?" shotild produce suggestions very like the 
following* 

Someone near the summit in government must decide that cost consid- 
erations are paramount in military production. This intelligence must be 
proanulgated from top to bottom. Everyone must recognise that to make even 
one exception is tantamoimt to pulling the thumb from the dike. 

Activity commanders most \uiders‘tand that henceforth the control of 
costs is tlieir most important duty. 3aey will be expected to produce work 
that is acceptable to their aistoinsrs, but they must produce it at the 

6x 

■*’Alex F. Osborn, Spiled Imagination; Principles and Rrocedures of 
Creative Shlnlilng (llew York: Charles Scribner'ls Sons, 195 ^,' p. bo. 

62 

Lester B. Bittel, "Brainstorming: Better Way to Sol’/e Plant 

Problems," Factory Management and Maintenance, lay, 195&, p. 99* 
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absolute rnlniiHuri cost. If tills neans doiiig the -irork quiclcly, then expendi- 
ture limitations that cause stretch-outs will be ignored. If this means 
doing the work slowly, then customers* schedules that cause speed-ups will 
be changed. Activity commanders should realize that their personal success 
will depend on their success in controlling costs. 

If an activity cosanander is to be given this responsibility, he must 
be given the autliority to discharge it. His relationship to a ransgement 
bureau will be that of a corporation president to a board of directors. Bie 
actlvUqr commander can be replaced, but as long as he is in the Job he has 
the authority to do the Job in his own way. lerhaps a division manager of 
a thoroughly decentralized corporation woxild be a better model for vbat the 
activity commnder should be. He will have the right to select his top 
■anagement military and civilian personnel; be will be able to retain them 
as long as he needs and wants them. He oust have the right to hire and fire 
civilian pei'sonnel without regard to Civil Service regulations. Veterans* 
preference legislation will not apply to the employees of naval industrial 
activities. She wage rates paid will be the most advantageous -ttiat the 
activity comnander can negotiate for the Ifevj''. Ihe activity’’ commander will 
have to be able to adjust his manning levels to planned production as quickly 
as would, for exanple, the head of Genei^al J-Jotors* Buick Divlsioa. 

Ihe activity comn»nder must have the authority to influence his wrk- 
load. He should be allowed to bid cooroetitively for work. He inust be 
allowed to refuse work if he feels that be cannot do it ecoixjmically. Dur- 
ing slack periods he may accept work which he would otherwise reiUse. Re- 
search will be restricted to applied research. A generous expense accoimt 
will be provided to enable the activity concander to entertain his prospects: 
the fleet, force, and type comanders. 
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These custosaers met also ’oe iKpressed with the laportance of 
getting their work done for the lowest possihlo cost. Customers wl3d. shop 
around. Work will go to the lowest hidder. Customers must understand that 
they aie responsihle for the accomplishment of their military missions "but 
the missions must he acccmgslishod as ineacpensively as possible. In most 
cases of doubt, the mission will be modified or its fulfillment xrill be post- 
poned. All other things not being eg,ual, the officer who does what he is 
required to do by the least eicpensive means will be appraised most highly. 

The activity commander will be allowed to procure his raw materials 
where and as he chooses. If in his judgment speculation in raw materials is 
vise, he will speculate. In this respect he will be censured only for poor 
judgment. If the build-up of inventories embarrasses his cash position, he 
will have the authoriiy to borrow at the prevailing interest rate. The loans 
can be guaranteed by the Goveiroasnt. The Navy supply system will be used as 
a source of supply only for those items which are coapetltively priced. !Ihe 
ii^G trial activity will have its own procurement and supply divisions; they 
■<dLll be f in a n ced by the activity's funds, the Davy Industrial Fund. Govern- 
mental procurement x-egulations will not apply to industrial activities. 

Rxt there will have to be come checks on the autonomous activity com- 
mander to make certain that he is fulfilling his responsibilities economic- 
ally, efficiently, and homstly. So the comptroller should report directly 
to the management bureau on all aspects of the activity commajider * s effi- 
ciency. !3ils should also increase the comptx^ller's effectiveness. As a 
military courtesy, the cocptroller might apprise the activity commander of 
the general tenor of his reports. !Ihe coi^ptroUer’s fitness reports must 
be psrepared by the management bureau. 

It will certainly develop that come naval industrial activities can- 
not produce economically, efficiently, and effectively. This will be the 
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case in spite of the efforts of hard-working coamanders and comptrollers. 

Bie activities laay, for eiOJcple, he using facilities that are I 50 years old, 
he 3/000 miles removed from their principal suppliers, he located in areas 
where six months of the year only Eskliaos co\ild he productive in outside 
jobs, he situated where hlg^ wage rates prevail. Neither maxiinizing produc- 
tivity nor minimising coots will he pocolhle. Custoaers will necessarily 
go to the more efficient activities which will grow larger and even more 
efficient. When it is estahlished that an activity is uneconomic, it mst 
he closed. Economic operation will he the sole determinant. Other factors, 
such as mohilization requirements and political considerations, will he 
ignored and forgotten. Protesting CSsngressEjen — should there he any — will he 
given a well-written, standardized official handout on the need for economy 
in the Department of Defense. 

Ihese are suggestion for heightening the likeness of navel indus- 
trial activities to private Industrial activities. Abandoning the rules of 
hrainstorming, a cynic might observe that certain of the recasmsended changes 
will not, cannot, should not, ^ad must not he accepted. Ergo, in certain 
basic respects, naval industrial activities will never he like private in- 
dustrial activities. Does it follow then that nothing can he done? Is it 
axiomatic that naval industrial activities cannot he run economically, 
efficiently, and effectively? Qie answer is "Ho." 

Perhaps they cannot he run as economically, efficiently, and effec- 
tively as private industrial activities, hut industrial fund financing and 
its concomitants provide accurate costs, and accurate costs are the sine qua 
non of economical management. With this information, management has been 
pursuing and will continue to pxirsue cost reduction programs. 

\.?hat is being done . — For exsanple, reliable estimates indicate that 
the success of the shipyards' Production, Planning, and Control (PPC) 
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systems has managed to offset 505 ^ of the InfJatlonary rise in the exist of 
shiphuilding materials and labor* FPC is a ccmiEilex, industrially engineer^ 
ed system for decentralizing planning and scheduling; these functions are 
concentrated in the shops. Taut there is centralized, coordinated control. 
Under the old procedures, planning and scheduling were performed by one top- 
level department. Biis department now coordinates the planning and schedul- 
ing done by the shops. It seems to work better. 

It could be iKited, in an attempt to indicate that the Navy is not 
always complacent and confident, that PPG represents an effort to make im- 
provements in an area in which the Navy has frequently been appraised as 
satisfactory. 

ihe difflcxrlt problem of over- all worir scheduling has been 
well handled In the industrial activities, especially in the 
shipyards whei'e it is present in an exceptionally acute degree. 

Ehe necessity of the situation has over the years cos^ielled the 
Shipyards to work out a solution.^ 

Hie system was not implemented without opposition; it was a change 
and it was opposed. Biere was no shortage of sophisticated persons to pro- 
claim that the system would not work. But it promised handsome economies 
through improved utilization of men and more intelligent procurement of 
materials. So PPG was Implemented and is establishing itself as an lng>ro"'re- 
ment. Bssults should be inci’eacingly gratifying. 

Ihere are still many dollars to be saved through material control. 
Shipbuilding material problems arise in connection with material that is not 
on hand; seldom with material that is available. Since this is the case, 
production people are prone to order three of an item to make absolutely 



^^Intervlew with Captain E. H. Bateheller, ijarch l6, 1959* 
6k 

Report of the IDadusti^al Activities WorkiJig Qrov^, p. 13* 
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certain that one vUl b« on hand vhen needed. !Chls la not alvaye vaste^ 
of course; a labor force standing Idle for want of mterlal is also costly. 

But obvioasly the practice often leads to waste. "We sust have one of a 
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required Itoa, yes. But we do not need three." 

Even at a small shipyard, the weelcly list of procurement items requir- 
ii3g special attention usually runs to fifty. Siese often necessitate costly 
phone calls, air transportation, and duplication of shijaaents. If the 
material arrives on time, the effort will he declared a success; in such in- 
stances, cost is not considered. It is the rare shipyard employee who has 
not seen such a major procureiaent effort crowned with success (perhaps triple 
success) only to see the material put aside for a month before being used. 
Iher^ is no clearcut answer and the problem will be under study as long as 
naval industrial activities exist. It will never be amipletely solved. But 
the situation can be 33iitigated by increasingly careful planning and schedul- 
ing and, above all, judicious application of comnon sense. 

Great savings would also result if the custcciers of ln{2u3trial ac- 
tivities could somehow be made cost conscious. For the most part, shipyards* 
customers are type commanders. *J5iey are military men vitally concerned with 
operations, schedules, material readiness, strategy, and tactics. "For 
every customer who has scrutinized cost, there are one hundred who have 
worried about meeting schedules."^ Shipyards have at least one thing in 
common ^rlth civilian business: the custosasr is usually right. Dae attitude 

of the customer necessarily influences the attitude of the activity's coeh 
laaikder. I^^ting schedules becomes more important than holding down costs. 
Shipyard commanders are freq;ueatly disenchanted by using overtime to meet an 
Ijaaaitable schedule only to see the vessel completed but idled by a change in 

Interview xd.th Captain E. E; Batcheller, 14ardi I 6 , 1959 * 
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the sdbe^ule* Again thoira Is xso ansvor. !Quei thinlclng of ceirborles 

caiuaot !)« chaoged overnight, end in soaoe cases it should not h« changed. Cnc 
hesitates to hsosg a price tag on the nation's security. 

"All goddm auditors ou^ht to he in th® 'bottoia of helll"*^*^ But the 
nomlag ncw^pac?er reports that: 



. . . The United States Fleet is not in an acceptable state 
of 2 -cadiaeos a board of civilian ship experts has vamed the Shvy. 

. . . Blay:® for the 'bad mtez'ial condition of rost of the Ehvy var- 
shl |)0 vas put on the age, the tcaopo of operation of ships and the 
funds avalla'blo for aaintensaca, modernization, and nov construc- 
tion. . . . !Qie report declared that the nation mst take a (ihoico: 
either provide a substantial increase la miatenaacc, i»demization, 
and new eoi^truetion funds or decide It caujxwt afford the slse Wr/y 
now mintainsd ani cut it down to a size wheris th.® funds allowed _ 
are sufficient to keep the reduced nuribsr of ships in good shape. 



Bm Ravy coBealasionsd aid paid for the study. And the findings of 



the ‘'civilian ship ejspei.'ts'' ring too pleasing to the purcloaser to be pro- 
clained thoroug^bly ob^Jecti"'/®. It is not inconcelvablo that the j^vy is tis~ 
Ing "independent’* G'feidics and the pj:wss to cajclo“--sK>t to say, blacknail — 



r»i»y from Congress. Ko ratter if the tactics arc a 'bit obvious, even tiie 
r»3t operatlons-oriented officar shoiild “be abl® to so® that, in peace-time, 
cost and strategy are not i»iai>eadeatj they caonct rsj/c in oil \’ays free. 

2u» search for an acceptable coaprcctLse beti.’cen feasible ®:gicnditur3 
end desirable strategy will continue. Industrial fund financing of naval 
aan>ufacturing activities has px’oducod facts beerir^ on tJis cost portion of 
the probl« 2 . It has pxxjvided infozxatlon •wiiidh mst bs luiowa ‘before intelli- 
eent action can "be taken to control costs. In all ai“«as ssuch more can 'be 



^ 7 * 

'Attributed to General Oeorae S. Patton as woted in Jtoshar, Fre^svea 
audgetlng; Bieory and Practice, p. Igl. 

^’'Civilian Sbuc’y of Uavy Finds Fleet Itot Puseviy,*' The Waohington Post 
and T1 c» 3 Herald, ifei'ch 31^ 19I?9i P* Al-2, 
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don*. And in all areas there axe raval p*rsonml who are trying to do it. 
They are trying to run naval activities econonically and efficiently; that 
is, presmnahly, in a husinesslike way. But they are struggling with inter- 
nal and e:ctemal llmitatioas not known to free enterprise. It is well if 
their equipment Includes a sense of humor. 



CHAPTER VII 



I 



COHCLUSIORS 



I 



The present industrial fund method of financing — or some- 
thing very similar — is the answer to the anomaly of the indus- 
trial unit within the governmental accounting structure. ^9 

1. A naval Industrial activity is not a private corporation . In 
spite of superficial similarities, naval industrial and commercial cu:tivities 
are not private coiporations. Well-meaning e^^erts have tried to enhance the 
similarities. But the factors influencing decisions mahe the hig difference. 
Decisions at naval activities have not as yet "been based primarily on cost 
considerations. Chronological, technological, and political cozislderatlons 
have taken precedence. 

2. Costs can be controlled more effectively, but first controversial 
changes must be made and the changes are unlikely . Perhaps decisions at 
naval activities shotild be dictated by costs. Perhaps the day will come when 
they must be. If so, industrial fund financing and accoxmting provide manage- 
ment with the Information that will be needed. A genuine buyer-seller 
relationship between military consumers and producers would result in lower 
costs. So far the buyer- seller relationship has not developed and it is 
never likely to. Someone in authority must decide that costs are the primary 
consideration. The activity commanders must be given more autonomy, authoriV 
commensurate to responsibility. The decision is not likely to be made. Ihe 
changes will never come about. 

6q 

Report of the Industrial Activities Working Group, p. 13. 
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3« Induatrlal Fund financing l«ads to more efficient nccountlrtg * 

'Out UM of th« navy Industrial Hind Is tha test mstbod of financing naval 
Industrial and coaaarclal activities. Industrial fund financing leads to 
accurate budgeting^ accounting^ cost accuzmilatlon^ and reporting. These 
factors alone xsore than Justify the change. Techniques can alvsys te Im- 
proved; the basic plan is sound. 

Military coaptrollers can te useful; they can discourage the rise 
In costs . The e^gpectatlons and claims arising Incident to I^vy Industrial 
Fund financing vcre foolishly optimistic. Industrial fund financing cannct 
produce eooaoiay, efficiency, and effectiveness automatically — not even idien 
combined with the co^ptrollership concept. In spite of the limitations in- 
herent In the military situation, however, the concoaiitaats of Industrial 
fund financing are potentially valuable tools. A clever coR^troller can use 
these tools — even though they may te blunted by military circumstance— -to 
inhibit the advance of costs. But the cos^troUer can do nothing alone: he 

laust have cooperation. In order not to undermine the entire comptrollership 
concept, he should avoid being penny-vise end pound-foolish. Significant 
savings must come frcsi the control of naterial costs and Increases in the 
productivity of labor. This requires continuing team effort. An astute 
comptroller can te an iu^portant member of this team. effort is necessary 
and even partial success is vorth^diile. 
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